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INTRODUCTION

Beginning with the 1977 tax year, the Department of Taxation has published studies on
an annual basis in order to provide current information on trends in credit claims and the
effect of statutory changes affecting credits. Up to 1996, these studies covered credits
claimed by individuals. For the 1997 tax year, the study was expanded to examine
business tax credits and to include credits claimed by corporations. A further expansion
for tax year 2000 added tax credits claimed by financial corporations that file franchise
tax returns on Form F-1. This current report covers tax year 2001 and expands
coverage to include estates and trusts that file fiduciary tax returns on Form N-40 and
insurance underwriters that file their tax returns with the Insurance Division of the
Department of Commerce and Consumer Affairs.

Hawaii’s original tax credits from 1965 were developed as mechanisms to provide tax
relief to lower-income individuals. Beginning with the capital goods excise tax credit
and the low income housing tax credit in 1988, tax credits took on a new function of
business stimulation. This trend saw dramatic expansion in the last decade as new
credits for high technology, research activities, motion picture production, and
construction and remodeling were added.

Appendix I contains statistical tables showing the distribution of tax credits. Appendix II
outlines the history of Hawaii’s tax credits since the first consumer-type credit was
introduced in 1965. Appendix III contains facsimiles of tax forms relating to tax credits.
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TAX CREDITS CLAIMED BY HAWAII TAXPAYERS – 2001

SUMMARY

Tax credits claimed by Hawaii taxpayers increased to $114.4 million for tax year 2001
as compared to $92.8 million for 2000. Personal tax credits such as the low-income
credit, the renter’s credit, and the dependent care credit showed little change, as has
been the case for a number of years. On the other hand, major changes occurred
among business-oriented credits. The dollar amount of capital goods excise tax credits
claimed fell from $32.8 million for 2000 to $23.6 million for 2001. Capital goods
purchases in 2000 were unusually high, probably as a result of Y2K requirements, while
lower levels of purchases in 2001 may have been related to the uncertainty generated
by the September 2001 terrorist attacks. Two credits showed exponential increases
after legislative changes greatly enhanced their attractiveness. One was the high
technology credit, which jumped from $0.4 million to $9.6 million. The other was the
research activities credit, which rose from $1.8 million to $12.4 million. While the dollar
amounts claimed for these two credits for 2001 were large, the numbers of claimants
were small, 268 and 118, respectively. Unpredictable growth in claims as more
taxpayers become aware of these credits could pose serious problems for the state
budget. The new residential remodeling tax credit proved popular and was claimed by
8,718 taxpayers for a total of $11.3 million.

DATA SOURCE AND METHODOLOGY

Tax year 2001 was one of transition for the Department of Taxation’s computerized
databases. On November 2, 2001, the new Integrated Tax Information Management
System (ITIMS) replaced the Comprehensive Net Income Tax (CNIT) system for
income taxes. These two databases served as the source of electronically retrieved
information for individual income tax returns filed on Forms N-11, N-12, N-13 and N15,
for corporation returns filed on Form N-30, and for fiduciary returns filed on Form N-40.
Financial corporation returns filed on Form F-1 are not computerized and were manually
entered into the study data set. Insurance premium tax returns are filed with the
Insurance Division of the Department of Commerce and Consumer Affairs. Information
from those returns was retrieved by Insurance Division staff and provided to this office
for manual data entry into the study data set.

To reduce computer processing time during analysis, the data set prepared for this
study is based on a sample. To eliminate sampling error for most tax credits, the
sample included every return with a tax credit other than the low-income tax credit, the
low-income renter’s tax credit, and the general income tax credit. Remaining returns
with only these three credits or no credits were selected by a simple random sampling.
Sampling error for the three tax credits in the random sample is small due to the high
frequency of their incidence in the population.
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For individual income tax returns and for estates and trusts that filed fiduciary returns on
Form N-40, the population on which the sample was based included all returns

Figure 1

Number of Tax Returns in Population and Sample
by Taxation District

T A X A T I O N D I S T R I C T
State First Second Third Fourth

Returns in Population
N-11 459,115 334,276 50,829 51,931 22,079
N-12 13,555 9,935 1,268 1,697 655
N-13 50,071 35,821 4,435 7,167 2,648
N-15 52,429 44,781 3,449 3,062 1,137
F-1 121 111 3 4 3
N-30 17,833 14,287 1,447 1,671 428
N-40 12,732 11,383 541 599 209
Insurance 950 950 0 0 0
Total 606,806 451,544 61,972 66,131 27,159

Returns in Sample
N-11 52,423 37,351 6,295 6,201 2,576
N-12 695 514 66 72 43
N-13 1,701 1,218 151 245 87
N-15 2,682 2,217 212 182 71
F-1 121 111 3 4 3
N-30 2,743 2,137 253 277 76
N-40 592 533 27 23 9
Insurance 12 12 0 0 0
Total 60,969 44,093 7,007 7,004 2,865

Percent of Returns Sampled (%)
N-11 11.4% 11.2% 12.4% 11.9% 11.7%
N-12 5.1% 5.2% 5.2% 4.2% 6.6%
N-13 3.4% 3.4% 3.4% 3.4% 3.3%
N-15 5.1% 5.0% 6.1% 5.9% 6.2%
F-1 100.0% 100.0% 100.0% 100.0% 100.0%
N-30 15.4% 14.9% 17.5% 16.6% 17.8%
N-40 4.6% 4.7% 5.0% 3.8% 4.3%
Insurance 1.3% 1.3% 0.0% 0.0% 0.0%
Total 10.0% 9.8% 11.3% 10.6% 10.5%
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processed by December 2002. For corporation returns that filed returns on Form N-30,
the population included all returns of all active businesses processed by mid-February
2003. Active businesses excluded those with no income and only minimal expenses to
keep registrations active and file returns. For insurance underwriters, the population
included active businesses whose returns were processed by the Insurance Division by
December 2002. For financial corporations that filed franchise tax returns on Form F-1,
the entire population of active returns was manually input into the sample.

Of the 606,806 returns in the population, 60,969 were included in the sample data set.
Figure 1 shows in detail by type of return the number of returns in the population and in
the sample. This figure shows distribution of returns by taxation district. The First
District is the island of Oahu; the Second District includes the islands of Maui, Molokai,
and Lanai; the Third District comprises the island of Hawaii; and the Fourth District
includes the islands of Kauai and Niihau.

OVERVIEW

Tax credits claimed increased to $114.4 million for tax year 2001 as compared to $92.8
million for tax year 2000. A sizable portion of this increase was due to strong taxpayer
response to the new residential construction and remodeling tax credit, which
experienced $11.3 million in claims on 8,718 returns. Large increases in the amounts
claimed for the high technology and research activities tax credits also contributed to
the overall increase. Claims for the high technology tax credit jumped from $0.4 million
to $9.6 million, while research activities tax credit claims rose from $1.8 million to $12.4
million. These large increases overshadowed a $9.2 million drop in capital goods
excise tax credit claims and a $2.2 million decrease in motion picture tax credit claims.

Despite extraordinary growth over the previous year, claims for the high technology
credit and the research activities credit were concentrated among a select few
taxpayers, 268 and 118, respectively. As more businesses become aware of these
credits, rapidly increasing claims could cause significant reduction in state tax revenue.
Chart 1 shows the five-year trend comparing socially oriented credits against economic
development credits targeting business stimulation. Tax year 1999 was a watershed
year for social credits as the income-restricted low-income tax credit replaced the flat
food tax credit, in part to conserve state tax revenue. As Chart 1 shows, the savings
generated from replacing the food credit has more than evaporated with the rapid rise of
economic development credits.
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Figure 2 shows the incidence of tax credit claims by type of credit. Three-fourths of all
tax returns reported at least one tax credit. However, 208,825 of the 456,703 returns
reporting tax credits were individual returns on which the only credit was the nominal
$1-per-person general income tax credit, which accounted for less than 1% of all credit
dollars claimed. The second most commonly claimed was the low-income credit, which
appeared on 30% of returns and accounted for 7.3% of all credit dollars claimed. At the
other extreme, the 118 returns claiming the research activities credit represented only

Chart 1
Recent Trends in Social and Business Credits
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0.02% of all returns, but these select few returns accounted for 10.9% of all credit
dollars, more than the 184 thousand returns that claimed the low-income credit. Other
examples of a small number of returns that claimed a significant portion of total credit
dollars include the high technology credit on 0.04% of returns with 8.4% of tax credit
dollars and the hotel remodeling credit on 0.03% of returns with 6.5% of tax credit
dollars. With many of these tax credits being claimed by less than 1% of the filing
population, a question could be raised about the fairness of a credit that benefits so few,
especially in light of the large dollar amounts claimed for some of them.

Figure 2

Percent of Returns Claiming Tax Credits
for the 2001 Tax Year

Number Pct. of Pct. of
of Total Returns Amount of Credit

Returns Returns w/Credit $ Millions Percent
All Returns 606,806 100.00%

Returns with Credits 456,703 75.26% 100.00% $114.4 100.0%
General Income Tax Credit…….. 423,567 69.80% 92.74% 0.9 0.7%
Low-Income Credit………………. 184,483 30.40% 40.39% 8.3 7.3%
Low-Income Renter's Credit……. 70,073 11.55% 15.34% 7.1 6.2%
Dependent Care Credit………….. 25,892 4.27% 5.67% 7.9 6.9%
Child Passenger Restraint Credit. 4,110 0.68% 0.90% 0.1 0.1%
Energy Device Credit……………. 3,345 0.55% 0.73% 6.4 5.6%
Capital Goods Excise Credit……. 5,545 0.91% 1.21% 23.6 20.6%
Taxes Paid to Other Jurisdictions 5,384 0.89% 1.18% 14.9 13.0%
Residential Remodeling Credit… 8,718 1.44% 1.91% 11.3 9.9%
Fuel Credit for Fishers………….. 239 0.04% 0.05% 0.1 0.1%
Hotel Remodeling Credit……….. 201 0.03% 0.04% 7.4 6.5%
High Technology Credit…………. 268 0.04% 0.06% 9.6 8.4%
Research Activities Credit………. 118 0.02% 0.03% 12.4 10.9%
Enterprise Zone Credit………….. 47 0.01% 0.01% 0.4 0.3%
Low-Income Housing Credit……. 45 0.01% 0.01% 3.6 3.1%
Vocational Rehabilitation Credit.. 25 0.00% 0.01% 0.0 0.0%
Motion Picture Credit……………. 8 0.00% 0.00% 0.1 0.1%
Technology Infrastructure Credit.. 7 0.00% 0.00% 0.1 0.1%
Drought Mitigation Credit……… 3 0.00% 0.00% 0.0 0.0%
Other Refundable Credits………. 42 0.01% 0.01% 0.1 0.1%
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Credit frequency varied by type of return. Among the 575,170 returns filed by
individuals, a total of 454,240 or 79% reported at least one tax credit, thanks to the
availability of the nominal general income tax credit to all qualified residents.

In contrast, only 2,243 or 12.6% of the 17,833 active corporations that filed Form N-30
for tax year 2001 claimed tax credits. By far the most common credit claimed was the
capital goods excise tax credit, which appeared on 2,144 or 96% of the corporation
returns with tax credits.

As with N-30 corporations, the capital goods excise tax credit was the most frequently
reported credit for financial corporations that filed Form F-1 and appeared on 18 of the
19 returns with tax credits. Returns with credits accounted for 15.7% of the total of 121
returns.

Credit frequency was very low among insurance premium tax returns. Only 1.2%, or 11
of 950 active insurance underwriters reported tax credits. Despite the low frequency,
these returns accounted for $6.0 million of the $9.6 million in high technology tax credits
claimed statewide.

Very low credit frequency also characterized fiduciary returns filed by estates and trusts.
Tax credits appeared on 1.5% or 190 of 12,732 fiduciary returns filed on Form N-40 for
tax year 2001. The two most frequently claimed credits were the 94 claims for the
capital goods excise tax credit and the 93 claims for the credit for taxes paid to other
jurisdictions.

Sixty-one percent, or about $69.5 million, of all tax credits were concentrated on 928
returns that each reported $10,000 or more in credits. The largest credit amounts on
these returns included $19.8 million in capital goods credits, $4.2 million in residential
remodeling credits, $7.2 million in hotel remodeling credits, $12.4 million in research
activities credits, and $9.1 million in high technology credits. These returns, which
represented less than two-tenths of one percent of all returns, accounted for 84% of all
capital goods tax credit dollars, 37% of residential remodeling tax credits, 97% of hotel
remodeling tax credits, over 99% of research activities tax credits, and 95% of high
technology tax credits.

Chart 2 displays per capita amounts of selected personal tax credits claimed on
individual income tax returns by adjusted gross income (AGI) brackets. The per capita
amounts were generated by dividing the dollar amount of each type of credit by the
number of persons within each AGI bracket. The number of persons included
exemptions for taxpayers, spouses, and dependents. To avoid a duplicated number of
persons, age exemptions were excluded. Exemptions for minor children supported by
public assistance payments administered by the Department of Human Services were
included since these children are not eligible and therefore not counted as regular
dependents.
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Clearly apparent from Chart 2 is the graduated nature of the low-income credit. The per
capita low-income credit decreases as the per-person amount drops from $35 to $25 at
$10,000 and decreases again at $15,000 as the per-person amount drops from $25 to
$10. Also very apparent is the fact that high-income returns were able to claim larger
amounts of the new residential construction and remodeling credit. This pattern of
larger credit amounts with increasing income can also be seen for the energy device
credit and the dependent care credit.

Chart 2
Average Per Capita Amounts of Personal Credits
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A change in focus in Hawaii’s tax credits becomes apparent upon examination of tax
credit history. Among the earliest Hawaii credits were two adopted in 1965 to assist
low-income taxpayers. To provide the most assistance to those most in need, both the
consumer-type tax credit and the grades K-12 education tax credit were inversely
graduated against income. Most of the tax credits adopted in the ensuing two decades
continued to be socially oriented, focusing on those most in need. Among the most
prominent were the renter’s credit and the excise tax credit, both targeted at lower-



10

income individuals. A major social credit available to all Hawaii residents was the food
tax credit.

CHART3

Number andTypeof CreditsAvailableby TaxYears (1957- 2001)
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The first major business-oriented tax credit was the capital goods excise tax credit,
which was initiated in 1989. In the ensuing years, business-oriented tax credits have
multiplied to the extent that they now both outnumber and claim more tax dollars than
the social credits, as shown earlier in Chart 1. For tax year 2000, the Department of
Taxation created a new schedule, Schedule CR, to accommodate the large number of
business-oriented tax credits since they could no longer comfortably fit on the main tax
return form. This recent trend in the proliferation of tax credits is readily apparent in
Chart 3, which tracks the history of tax credits. A more complete history of Hawaii tax
credits is contained in Appendix II.

ANALYSIS OF DATA

All tax credits can be classified as refundable or nonrefundable. Refundable credits can
be claimed regardless of tax liability. Nonrefundable credits can be claimed against the
taxpayer’s net income tax liability for the filing year. In most cases, any excess may be
claimed against income tax liability in subsequent years until exhausted or for a
specified number of years. Certain tax credits require the completion of specific forms
with required information or evidence. Facsimiles of these forms are found in Appendix
III.

Low-Income Refundable Tax Credit

Introduced in 1999 as a lower-cost replacement for the flat $27 food tax credit available
to all residents, the low-income refundable tax credit is inversely graduated to adjusted
gross income. The credit amounts are $35 per qualified exemption for adjusted gross
incomes up to $10,000, $25 per exemption for AGI up to $15,000, and $10 per
exemption for AGI up to $20,000. For an exemption to qualify for this credit, it must
represent a person who physically resided in Hawaii for more than nine months of the
taxable year, who was not in prison, a youth correctional facility, or jail for the entire
taxable year, and who cannot be claimed as a dependent by another taxpayer.
Exemptions for age do not qualify. Taxpayers with minor children receiving support
from the Department of Human Services are eligible for the $35 credit amount
regardless of income.

A total of 184,483 taxpayers claimed $8.3 million in low-income refundable credits for
2001. These amounts were essentially the same as those claimed during the previous
two years of the credit’s existence.

Low-Income Household Renter’s Tax Credit

To qualify for the refundable low-income household renter’s tax credit, a Hawaii resident
must: 1) physically reside in Hawaii for more than nine months of the taxable year; 2)
not be eligible to be claimed as a dependent of another taxpayer; 3) have annual
adjusted gross income less than $30,000; and 4) occupy and pay more than $1,000 in
annual rent for a rental unit that was not wholly or partially exempt from the real property
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tax. In the case of a shared rental unit, the individual’s share of the rent is used to
determine whether he or she paid enough rent to qualify for the credit. Each qualified
exemption is allowed a $50 credit. A person with an age exemption is allowed an
additional $50 credit. Married couples filing separately must combine their adjusted
gross incomes to determine if they fall under the $30,000 AGI ceiling.

For 2001, the renter’s credit was reported on 70,073 returns and amounted to $7.1
million. These amounts are essentially the same claimed each year for the past several
years. Figure 3 shows the percentage of returns claiming this credit for 2001 among
resident returns with AGI under the $30,000 limit. Approximately one-quarter of these
residents claimed the credit. Among elderly resident taxpayers (those age 65 or older)
with AGI under the $30,000 limit, only 13.4% claimed the renter’s credit. This difference
may indicate that a smaller proportion of the elderly are renters when compared with the
general population.

Child and Dependent Care Tax Credit

Hawaii’s dependent care tax credit provides a means of easing the financial burden of
resident taxpayers who, in order to be able to hold gainful employment, must pay a care
provider to care for a dependent child under age 13 or a disabled dependent or spouse.
The portion of care expenses that qualify for this credit is limited to a maximum of
$2,400 for one qualified dependent and $4,800 for two or more qualified dependents.
Further limiting the qualified portion of care expenses is the size of the taxpayer’s
earned income. The portion of care expenses in excess of earned income does not
qualify. For joint returns, the limit is the amount of earned income of the lesser-earning
spouse. For example, if a couple paid $4,000 to care for two children, and one spouse
earned $50,000 while the other earned only $3,000, the amount of qualified allowable
expenses would be limited to $3,000. The amount of credit is a specified percentage of
qualified allowable expenses, which is inversely graduated against adjusted gross
income as follows:

Figure 3
Number Claiming Renter's Credit by Adjusted Gross Income Class

Number of Number with % with
Adjusted Gross Income Returns* Credit Credit

Under $1,000 39,778 9,374 23.6%
$1,000 " 5,000 38,352 5,926 15.5%

5,000 " 10,000 46,509 11,366 24.4%
10,000 " 15,000 43,450 10,651 24.5%
15,000 " 20,000 41,353 13,020 31.5%
20,000 " 30,000 74,578 19,736 26.5%

TOTAL 284,020 70,073 24.7%
*Excludes returns filed by dependents and nonresidents
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Adjusted Gross Income Percent of Allowable Expenses
Up to $22,000 25%

$22,001 - $24,000 24%
$24,001 - $26,000 23%
$26,001 - $28,000 22%
$28,001 - $30,000 21%
$30,001 - $32,000 20%
$32,001 - $34,000 19%
$34,001 - $36,000 18%
$36,001 - $38,000 17%
$38,001 - $40,000 16%
$40,001 and over 15%

In the case of the couple in the example, the amount of credit would be 15% of $3,000
or $450 since their adjusted gross income is more than $40,000. Although Hawaii’s
dependent care credit is generally structured like the federal dependent care credit, the
credit percentages differ and Hawaii’s credit is refundable, whereas the federal credit is
nonrefundable.

For 2001, a total of 25,892 returns claimed $7.9 million in dependent care tax credits.
These numbers have remained relatively stable over the years. While the average rate
of incidence of this credit was 4.5%, it varied widely with income. As can be seen in
Table 9 in Appendix I, incidence of this credit rises in general with income, peaking at
14.8% among returns with adjusted gross income between $75,000 and $100,000.

General Income Tax Credit

This refundable credit exists because the Hawaii state constitution mandates a tax
refund or tax credit to resident taxpayers whenever the state general fund surplus
exceeds 5% of general fund revenues for each of two successive fiscal years. This
condition was met from 1981 through 1995, leading to legislative adoption of a general
income tax credit of varying amounts, with the credit level eventually settling at a
nominal $1 per qualified exemption. From 1996 through 2000, the triggering condition
was not met and the credit was not offered. For 2001, the credit was again triggered
and the legislature set the amount at the nominal $1 level.

For an exemption to qualify for this credit, the person it represents must be a Hawaii
resident for at least nine months of the taxable year even if the resident was not
physically present in Hawaii. Children supported by public assistance payments are
eligible, but persons who can be claimed as a dependent on another person’s return are
not. Elderly taxpayers cannot claim additional credits for age exemptions.

For 2001, a total of 423,567 returns claimed $854 thousand in general income tax
credits. These totals are very similar to the $895 thousand claimed on 448,477 returns
for 1995, the last time this credit was available.
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Child Passenger Restraint System Tax Credit

Resident and nonresident individuals may claim a refundable $25 credit for the
purchase of a new child passenger restraint system (car seat) that meets federal motor
vehicle safety standards. The credit is a flat $25 regardless of the cost of the car seat
or the number of seats purchased. This credit was introduced in 1982 and was followed
the next year by a state law requiring young children to be restrained in car seats.

For 2001, a total of 4,110 individual returns claimed $103 thousand in child passenger
restraint system credits. These totals have remained relatively stable in recent years.

Residential Construction and Remodeling Tax Credit

The residential construction and remodeling tax credit provides a nonrefundable tax
credit equal to 4% of the first $250,000 of the cost per unit of new construction or
modifications to residential real property. As originally adopted through Act 10 of the
Third 2001 Special Session of the Hawaii legislature, the tax credit was limited to
construction costs incurred before July 1, 2002. Act 174 of the 2002 legislature
extended the time limit so that costs incurred before July 1, 2003 qualify.

Tax year 2001 was the initial year of availability for this credit. A total of 8,718
taxpayers claimed $11.3 million in credits. While taxpayers who claimed the credit
represented only 1.4% of the taxpayer population, the dollar amount of credit accounted
for just over 10% of all credits claimed. Individuals claimed $10.6 million in residential
construction and remodeling credits, 94% of the total. Other than the credit for taxes
paid to other jurisdiction, this dollar amount was the largest among all credits claimed by
individuals. Table 14 shows how the incidence of the credit increased markedly with
size of income. Taxpayers with adjusted gross incomes of $100,000 or more claimed
$5.5 million in residential construction and remodeling tax credits, or more than half of
the total amount claimed by individuals.

Capital Goods Excise Tax Credit

Introduced in tax year 1988, the capital goods excise tax credit reimburses businesses
for the general excise tax that they pay on the purchase of tangible personal property.
To be eligible for this refundable credit, the property must be depreciable, be used in the
taxpayer’s trade or business, and be subject to Hawaii’s 4% general excise or use tax.
The credit is equal to 4% of the cost of the eligible property.

Compared with the previous year, the number of taxpayers increased slightly to 5,545
from 5,246, but the dollar amount claimed dropped steeply to $23.6 million from $32.8
million. Amounts claimed by individuals showed a relatively small decline from $3.1
million to $2.8 million, as did claims by financial corporations, which slipped from $4.7
million to $4.1 million. However, amounts claimed by N-30 corporations experienced a
pronounced drop from $25.0 million to $16.6 million. Examination of taxpayer records
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of those corporations claiming the largest credit amounts for tax year 2000 showed that
many claimed much smaller amounts for tax year 2001. The September 2001 terrorist
attacks and the ensuing uncertainty may have had a dampening effect on large capital
goods purchases during the last third of the year. Chart 4 shows the five-year trend in
credit dollars claimed by N-30 corporations. It shows how capital goods credit claimed
reached a five-year low in 2001 after spiking in 2000. Large claims in 2000 were likely
related to equipment purchased as a result of Y2K. Despite the sizable decrease in
2001, the total dollar amount claimed for the capital goods excise tax credit was still the
largest among all tax credits.

Chart 4
Capital Goods Excise Tax Credits Claimed by

N-30 Corporations
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Research Activities Tax Credit

Introduced for tax year 2000, this credit was intended to promote more research in
Hawaii. Patterned after the federal credit for increasing research activities, it allowed a
taxpayer to claim 20% of the amount of increase in research. A major difference was
that the Hawaii credit is refundable, whereas the federal credit is not. The credit
showed up on 36 returns that year and amounted to $1.8 million. Act 221 of the 2001
legislature removed the requirement that the credit be based on the amount of increase
in research, effective for tax years 2001 through 2005. With no requirement to increase
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research, taxpayers could claim tax credits for existing levels of qualifying research.
The liberalizing of the credit spurred dramatic increases in credit claims for 2001 as 118
taxpayers claimed $12.4 million in credits.

Among states with credits based on research expenses, Hawaii is the only state that
does not base the credit on increasing research. Some states base the credit on
research equipment purchases. Mississippi bases the credit on research jobs created.
Only Iowa and Hawaii have refundable research credits. Iowa’s credit is not as
generous as it is based on 6.5% of increasing research. Additionally, other states have
further restrictions such as Missouri’s $9.7 million limit that is applied to all taxpayers
combined each year and Georgia’s credit limit at 50% of tax liability. Provisions
designed to similarly limit the size of revenue loss are absent from the law governing
Hawaii’s research credit. Figure 4 describes the research credits found during an
Internet search of other state tax forms.

Figure 4
Research Credits in the Various States

State Description of Credit

Arizona Based on federal credit
California Based on federal credit
Connecticut Available to business taxpayers only, based on increasing research
Georgia Based on increasing research; limited to 50% of tax liability
Idaho Based on federal credit
Illinois Based on increasing research
Indiana Similar to federal credit
Iowa Refundable; 6.5% of increasing research
Kansas Based on increasing research
Maine Based on increasing research
Maryland 3% base credit plus 10% of growth of research
Mississippi $500 per new full-time employee requiring research & development

skills
Missouri Credits can be sold; overall limit of $9.7 million
Montana Based on federal credit
New Jersey Applicable to corporate taxes only
North Carolina Restricted to specific industries
Pennsylvania Restricted to business taxpayers; based on increasing research
Rhode Island 10% of basis of qualified research and development equipment

purchased
Utah Based on increasing research
West Virginia Limited to 50% of corporate tax liability
Wisconsin Based on increasing research
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Fuel Tax Credit for Commercial Fishers

Each principal operator of a commercial fishing vessel may claim a refundable tax credit
equal to the fuel taxes paid during the tax year. For 2001, a total of $101 thousand was
claimed for this credit by 239 taxpayers. These totals represent decreases from $123
thousand on 305 returns the previous year. Claims for this credit have been modest
and relatively stable since its inception.

Energy Device Tax Credit

Hawaii’s energy device credit first appeared in 1976 as a nonrefundable credit equal to
10% of the cost to purchase and install the energy device. Along with the state credit,
the federal government offered a 40% credit. Thus, government tax credits were
subsidizing half the cost of the device. Tax year 1981 marked the high point in terms of
number of claims as 9,514 returns claimed energy credits. After 1985, when the federal
credit expired, energy credit claims plummeted and reached a low point in 1989 when
only 390 taxpayers claimed the credit. The legislature attempted to revive interest in
energy-saving devices by increasing the state credit to 15% and then to 20%. The most
recent increase in 1990 raised credit percentages to their current levels, a 35% credit
for solar energy devices, a 20% credit for heat pumps and wind energy devices, and a
50% credit for ice storage systems. The credit for solar devices is limited to $1,750 for
single-family dwellings and $350 for multi-family dwellings. For heat pumps, the amount
of credit is limited to $400 for single-family and $200 for multi-family dwellings.

By 1995, the increased credit amounts had boosted claims to 2,668. After Hawaiian
Electric Company introduced a private sector rebate program for solar energy devices in
1996 to augment state tax credits, energy credit claims increased to the 4,000 level in
1997, where they remained until tax year 2000.

For tax year 2001, the number of energy credit claims declined to 3,345, perhaps as
individual taxpayers postponed large purchases in the aftermath of the September
terrorist attacks. Energy credits claimed by individuals amounted to $3.8 million, a
decrease of $0.6 million from the previous year. On the other hand, total energy tax
credits claimed by all taxpayers increased to $6.4 million from $4.4 million due to large
credits claimed by financial corporations.

High Technology Business Investment Tax Credit

This nonrefundable credit first became available in tax year 1999 as a credit of 10% of
the amount invested in a qualified high technology business (QHTB). The amount
claimed for this 10% credit was $0.2 million for 1999 and $0.4 million for 2000. By its
adoption of Act 221, the 2001 legislature greatly expanded the credit by allowing
taxpayers to claim 100% of the amount invested spread over a period of five years, 35%
the first year up to a maximum of $700,000, 25% the second year up to a maximum of
$500,000, 20% the third year up to a maximum of $400,000, 10% the fourth year up to a
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maximum of $200,000, and 10% the fifth year, up to a maximum of $200,000. Thus, the
maximum credit on a single investment could be as high as $2 million spread over five
years. Internal Revenue Code section 704, which governs partnership distributions,
normally requires partnerships to distribute items such as tax credits in proportion to the
partner’s financial interest in the partnership. A provision in Act 221 exempts
partnerships from this requirement with respect to the high technology credit. With this
provision, a partnership could distribute more high technology credits to a partner who
could benefit from the credit. For example, a Hawaii resident partner could receive a
disproportionately large credit for a small investment to erase a large chunk of his or her
liability.

This expansion of the credit resulted in a spectacular increase in claims, as 268
taxpayers claimed $9.6 million in credits for 2001. These same taxpayers may have in
excess of $30 million or more still due to them, depending on the amount carried
forward into future years. As more taxpayers learn of this generous credit, claims may
accelerate further and pose problems for the state budget.

Insurance underwriters claimed $6.0 million in high technology credits, nearly two-thirds
of the total amount claimed. Insurance underwriters use premiums paid by their
customers and invest that money in a variety of investment vehicles. The expanded
high technology credit provides them with a vehicle that allows them to potentially
receive a 100% return on their investments. A significant portion of the high technology
credits received by insurance underwriters was related to investments in film production.

A search through the online tax forms of other states located other states with high
technology tax credits. All were nonrefundable like the Hawaii credit, but none of them
were as generous as Hawaii’s 100% credit. Figure 5 summarizes the high technology
credits found in the various states.

Figure 5
Technology-Related Tax Credits

State Description of Credit

Arizona 10% of cost of constructing environmental technology facility
Colorado 10% of cost of providing internet access to specific rural areas
Maine Equal to adjusted basis of eligible technology equipment purchased
New Jersey 10% of technology business investment; expired in 2001
New Mexico Up to 8% of qualified expenditures
Ohio Up to 25% of investment in qualified businesses, capped at $37,500 per

investment

Enterprise Zone Tax Credit

This nonrefundable credit was created to encourage business development in
economically depressed areas designated as enterprise zones. As of 2001, a total of
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148 businesses were enrolled in 19 designated enterprise zones throughout Hawaii1. A
qualified business located in an enterprise zone must meet certain hiring requirements
in order to claim the enterprise zone tax credit for a percentage of state net income tax
attributable to the conduct of business within a zone and a percentage of the amount of
unemployment insurance premiums paid based on the payroll of employees employed
in the zone. The applicable percentage is 80% the first year, 70% the second year,
60% the third year, 50% the fourth year, 40% the fifth year, 30% the sixth year, and
20% the seventh year. This credit is not refundable and any unused credit may not be
carried forward.

For tax year 2001, a total of 47 taxpayers claimed $0.4 million in enterprise zone
credits. Claims for this credit have been modest ever since its inception.

Tax Credit for Employment of Vocational Rehabilitation Referrals

This nonrefundable credit was established by the 1991 legislature to promote the hiring
of individuals seeking work after completing vocational rehabilitation. The amount of
credit is equal to 20% of the first $6,000 in first-year wages of the individual hired. As
such, the maximum credit is $1,200 per individual hired. For 2001, 25 taxpayers
claimed $35 thousand for this credit.

Motion Picture and Film Production Tax Credit

Created by the 1997 legislature to encourage motion picture and television production in
Hawaii, this refundable credit allows taxpayers to be reimbursed for 4% of total
production costs and up to 7.25% of transient accommodations rental costs incurred
while filming in Hawaii.

For 2001, eight taxpayers claimed $85 thousand for this credit. These totals
represented very sharp decreases from the $2.2 million claimed for 2000 and the $1.1
million claimed for 1999. While the decrease was partially due to reduced film
production activity2, another factor was the high technology credit, for which certain film
production qualifies. Since the high technology credit reimburses 100% of costs,
investors in qualifying film production companies would naturally prefer to take that
credit. As mentioned earlier, certain insurance underwriters investing in film production
did just that.

Hotel Construction and Remodeling Tax Credit

Established by the 1997 legislature, this credit was designed to encourage hotel owners
to refurbish, repair and renovate their facilities. It was originally a refundable credit
equal to 4% of qualified renovation costs on existing structures. For tax year 2000, the

1 Department of Business, Economic Development and Tourism, Enterprise Zones Partnership Annual
Report to the Governor, 2001-2002.
2 According to the Film Office of the Department of Business, Economic Development and Tourism,
estimated production costs declined from $136 million in 2000 to $83 million in 2001.
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credit was expanded to construction costs on new structures. With this expansion of
eligibility, the amount of credit claimed increased from $1.2 million in 1999 to $7.1
million in 2000.

In response to the economic turndown after the September 2001 terrorist attacks, the
legislature in special session temporarily changed the credit into a nonrefundable credit
equal to 10% of qualified costs beginning with costs incurred on November 2, 2001. It
is scheduled to revert back to a 4% refundable credit on July 1, 2003. Thus, tax year
2001 presented taxpayers with two types of hotel construction and remodeling tax
credits, depending on the date construction costs were incurred. A total of 201
taxpayers claimed $7.4 million in credits. For costs incurred from January 1 to
November 1, there were 196 returns that claimed refundable 4% credits amounting to
$5.7 million. For costs incurred from November 2 to December 31, there were 63
returns that claimed nonrefundable 10% credits amounting to $1.7 million.

Tax Credit for Income Taxes paid to Other States and Countries

If a person, an estate, or a trust has out-of-state income that is taxed both by Hawaii
and another state or foreign country, that person or entity may claim a nonrefundable
credit for the out-of-state tax if certain conditions are met. Some of the major conditions
are: the person or entity must be resident in Hawaii; the income involved must be
subject to the Hawaii income tax and the federal income tax; the income involved must
be derived from sources outside of Hawaii; the out-of-state tax must be an income-
based taxed as opposed to a sales, withholding, gross receipts, or value-added tax; no
federal foreign tax credits are received; and the out-of-state tax cannot be a city or local
income tax.

For 2001, a total of 5,384 returns claimed $14.9 million in credits for taxes paid to other
states and countries. This total included 5,291 individuals claiming $13.8 million and 93
estates and trusts claiming $1.1 million. For individuals, these figures represent
decreases from the previous year’s 6,226 returns that claimed $17.2 million for this
credit. Since 2001 is the first year for which information on estates and trusts was
collected, no comparison with prior years is available.

Low-Income Housing Tax Credit

Owners of qualified residential rental buildings providing low-income housing may claim
this nonrefundable credit, which is generally equal to 30% of the federal low-income
housing tax credit. For 2001, a total of 45 taxpayers claimed $3.6 million for this credit.

Technology Infrastructure Renovation Tax Credit

As part of Act 221, the 2001 legislature adopted this new nonrefundable credit that
reimburses taxpayers 4% of the cost of renovating commercial buildings with
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technology-enabled infrastructure. The credit is intended as a temporary stimulus and
is scheduled to sunset in 2005.

In its initial year, this credit was claimed by seven taxpayers and amounted to $121
thousand.

Drought Mitigating Water Storage Facility Tax Credit

Adopted by Act 293 of the 2001 legislature, this new refundable credit reimburses
farmers and ranchers 4% of the cost of constructing or repairing qualifying water
storage facilities. Intended as a stimulus to ameliorate the effects of drought, this credit
is scheduled to sunset in 2005. In its initial year, this credit was claimed by only three
taxpayers and amounted to $8 thousand.

School Repair and Maintenance Tax Credit

Adopted by the 2001 legislature as Act 309, this new nonrefundable credit provides
licensed contractors a tax credit equal to 10% of the fair-market value of free repair and
maintenance provided to public schools. The credit is capped at $4,000. There were
no claims for this credit in its initial year.

Individual Development Account Contribution Tax Credit

An individual development account is an interest bearing account to be used exclusively
for an eligible low-income individual to finance post-secondary education, vocational
training, finance first home-ownership, or capitalize a small business. For tax years
2000 to 2004, a taxpayer who makes a contribution to an individual development
account is entitled to a 50% credit, subject to an aggregate limit of $1 million. No claims
for this nonrefundable credit were made in the first two years of its availability.

Other Refundable Tax Credits

On the new Schedule CR, which was designed to summarize the increasingly
numerous Hawaii tax credits, two miscellaneous refundable credits are listed. One is
the credit for the pro rata share of taxes withheld and paid by a partnership, estate,
trust, or S corporation on the sale of Hawaii real property interests. For 2001, a total of
42 returns claimed $145 thousand for this credit. There were no claims for the other
miscellaneous credit, which involves credit from a regulated investment company.

Lifeline Telephone Service Tax Credit

Lifeline telephone service was initiated in 1986 to provide subsidized telephone service
to elderly and disabled telephone subscribers with limited income. The Public Utilities
Commission has defined “limited income” as household income less than $10,000.
While these elderly and disabled individuals enjoy a lower rate, the lifeline telephone
service tax credit goes to the telephone company, which can claim it on its public utility
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tax return. The credit is equal to the sum of foregone revenues and administrative costs
associated with providing the subsidized rates. At the close of 2001, the telephone
company reported 7,681 subscribers who were being serviced at subsidized lifeline
rates. It claimed $171,212 for the telephone lifeline service credit.

Figure 6
Lifeline Credit and Number of Subscribers

Since Inception of Credit in 1986

No. Subscribers Amount
Year at Year End of Credit

1986* 4,520 $ 98,108
1987 5,561 191,332
1988 6,013 210,932
1989 6,473 225,392
1990 6,166 247,064
1991 5,982 219,464
1992 7,677 232,166
1993 6,500 257,062
1994 6,666 247,579
1995 6,952 266,713
1996 7,318 274,828
1997 7,267 365,926
1998 7,572 169,158
1999 8,090 168,884
2000 7,815 171,218
2001 7,681 171,212

*In effect seven months
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OUTLINE OF TAX CREDIT HISTORY
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Outline of Tax Credit History by Year of Enactment

Year Act Tax Credit Tax Credit Description or Modification

1957 1 Out-of-state taxes
paid

Credit on portion of income taxes paid to another state or
foreign country

1965 155 Consumer-type Range established at $18 to $0.45 per qualified exemption
based on modified adjusted gross income (MAGI).

155 Education credit Set at $50 to $2 for higher education, $20 to $2 for K12,
based on modified adjusted gross income (MAGI).

1967 229 Credit against
individual income tax

Formerly named the consumer-type credit; limited to
residents with MAGI under $7,000; credit range changed to
$20 to $1 per qualified exemption.

229 Education credit Limited to residents with adjusted gross income (AGI) under
$7,000.

1969 60 Credit against
individual income tax

Expanded upper income limit to MAGI under $10,000,
raised maximum credit per qualified exemption to $21.

1970 180 Drug and medical
expense credit

Credit range established at 4% to 1% of expenses, based
on MAGI under $14,000.

180 Rent credit Credit range of 2% to 1% of rent paid, inversely graduated
to AGI under $15,000.

1971 59 Drug and medical
expense credit

Person aged 65 or older allowed two exemptions beginning
with 1972 tax year.

1974 221 Excise credit Replaced four previous credits: credit against individual
income tax, education, drug and medical expense, and rent
credits; set at $30 to $6 per qualified exemption based on
AGI under $15,000.

1976 189 Energy device credit Set at 10% of cost of solar device installed after 12/31/74
but before 12/31/81.

208 Excise credit Increased maximum credit to $40 per qualified exemption;
raised AGI ceiling to under $20,000; person aged 65 or over
allowed two exemptions.

1977 15 Rent credit Set at $20 per qualified exemption; AGI must be less than
$20,000 and annual rent must be greater than $1,000; age
65 or over allowed two exemptions.

196 Child and dependent
care credit

Set at 5% of care expenses; maximum credit $100 for one
and $200 for two or more qualified dependents.

1978 19 Hot water insulation
credit

Up to $30 for cost of materials; expired 12/31/84.



41

Year Act Tax Credit Tax Credit Description or Modification

1980 228 Excise Credit Raised credit per qualified exemption; new range $48 to $8.

1981 230 Rent credit Increased to $50 per qualified exemption.

231 General income credit Set at $100 per qualified exemption.

233 Energy device credit Expanded to include home heat pumps and wind energy
devices; extended expiration date to 12/30/85.

234 Child and dependent
care credit

Increased to 10% of expenses; maximum credit increased
to $200 for one and $400 for two or more qualified
decedents.

1982 25 Child and dependent
care credit

Changed to graduated credit ranging from 15% to 10% of
expenses, based on AGI; maximum credit rose to $360 for
one and $720 for two or more qualified dependents.

134 Child passenger
restraint credit

Set at $25 per return for purchase of qualified care seat.

265 General income credit Reduced to $25 per qualified exemption.

1983 67 Energy device credit Eligibility extended to heat pumps for commercial use.

97 General income credit Reduced to $1 per qualified exemption.

1984 55 General income credit $1 per qualified exemption.

1985 81 General income credit $1 per qualified exemption.

232 Energy device credit Extended expiration date to 12/30/92; increases to 15% if
federal energy credit not extended beyond 12/31/85.

1986 49 General income credit $1 per qualified exemption.

66 Energy device credit Increased to 15% if federal energy credit not retroactively
extended or reenacted.

70 Energy device credit: Expanded to include ice storage systems with credit set at
10% of cost.

1987 41 General income credit $1 per qualified exemption.

239 Food credit Set at $45 per qualified exemption; to expire 12/31/90.

239 Capital goods excise
credit

Set at 3% of cost of qualified tangible business property for
tax year 1988 and 4% of cost for 1989 and thereafter.

1988 11 Excise credit Credit range changed to $55 to $10 per qualified exemption;
AGI ceiling raised to $30,000.

185 General income credit $1 per qualified exemption.
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Year Act Tax Credit Tax Credit Description or Modification

1988 216 Low-income housing
credit

30% credit on the qualified basis of each low-income
building located in Hawaii as provided in IRC section 43(b).

1989 307 Energy device credit Raised to 20% of cost if placed in service after 12/31/89.

321 Medical services
excise credit

Set at 4% of qualified medical expenses; maximum credit
$200 for most residents, $400 if 65 or older, and $600 if
both joint taxpayers 65 years or older.

321 Rent credit AGI ceiling raised to $30,000.

321 Child and dependent
care credit

Credit made refundable if it exceeds tax liability; AGI ceiling
for maximum 15% rate raised from $10,000 to $22,000.

322 Child and dependent
care credit

Raised rate to 25% to 15% of qualified expenses effective
after 12/31/89.

323 General income credit $125 per qualified exemption.

1990 98 Renter�s credit Allowed residents with no taxable income to claim the credit.

186 General income credit Reduced to $60 per qualified exemption.

187 Food/excise credit Repealed excise credit and created a permanent
food/excise credit; food credit increased from $45 to $55 per
qualified exemption; no change in excise credit rates.

319 Energy device credit Extended expiration date to 12/31/98; credit ceilings set
according to device and type of dwelling: solar device--
lesser of 35% of cost or $1,750 if placed in single-family
dwelling or $350 if placed in multi-family dwelling, no cap for
hotel, commercial, or industrial installation; heat pump--
lesser of 20% of cost or $400 if installed in single-family unit
or $200 if placed in multi-family unit; no cap for hotel,
commercial, or industrial installations; wind energy device--
rate increased from 15% to 20% of cost; ice storage
systems--rate increased to 50% of cost if installed and
placed in service after 12/31/90.

1991 137 Job credit 20% of wage up to $1,200 per vocational rehabilitation
employee.

179 General income credit $1 per qualified exemption.

217 Medical services
excise credit

Extended the medical service excise credit to 12/31/96.

1992 128 General income credit $1 per qualified exemption.

1993 184 General income credit $1 per qualified exemption.
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Year Act Tax Credit Tax Credit Description or Modification

1993 315 Medical services
excise credit

6% of nursing facility expenses.

1994 85 General income credit $1 per qualified exemption.

1995 23 Medical services
excise credit

Repealed the 4% portion of the tax credit and retains 6% of
the nursing facility tax portion.

93 General income credit $1 per qualified exemption.

134 Medical services
excise credit

Repealed the medical service tax credit and the nursing
facilities tax credit.

134 Food/excise credit Reduced the food portion of the food/excise tax credit from
$55 to $27 per qualified exemption, and repeals the excise
portion of the food/excise tax credit.

1996 286 Enterprise zone credit Exempted general excise taxes on the gross proceeds from
manufacture of tangible personal property, the wholesale of
tangible personal property, or the engaging in a service
business by qualified businesses in the enterprise zone.

1997 107 Motion picture credit Provided an income tax credit of up to 4% of costs incurred
and up to 6% of transient accommodations costs incurred in
the production of motion picture or television films in the
state.

108 Hotel remodeling
credit

Provided an income tax credit equal to 4% of the renovation
costs for each qualified hotel facility located in Hawaii, with
tax credit cap of 10% of the transient accommodations tax
paid by the taxpayer in the preceding tax year.

1998 156 Motion picture credit Increases credit from 6% to 7.25% of transient
accommodations costs incurred.

157 Food tax credit Repealed food tax credit beginning tax year 1999.

157 Low-income credit Established refundable graduated low-income credit
beginning tax year 1999.

163 Energy device credit Extended sunset date for energy device credits to July 1,
2003.

1999 24 Low-income housing
credit

Expanded to include insurance companies.

160 IDA credit IDA tax credit up to 50% of contribution to an individual
development account (IDA).
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Year Act Tax Credit Tax Credit Description or Modification

1999 178 High technology credit 10% of the investment made by the taxpayer in each
qualified high technology business, up to a maximum
allowed credit of $500,000, effective tax years 1999 to
2005.

178 Research activities
credit

Adopts federal income tax credit for increasing research
activities, effective tax years 2000 to 2005.

306 Qualified improvement
credit

Qualified improvement tax credit for capitalized costs of
construction and equipment of a permanent nature with
respect to resort and hotel properties. Unspecified
percent of credit may be applied against GET, income,
PSC or TAT.

2000 148 Low-income housing
credit

Allows partnerships to claim low-income housing credit.

184 Individual development
account

5% of amount contributed to an IDA up to $1 million,
between January 01, 2000 and December 31, 2004.

174 Research activities
credit

Retains credit for increasing research activities, even if
federal credit is repealed.

195 Hotel construction and
remodeling credit

4% refundable credit for new construction and remodeling
of hotels.

289 Ethanol investment
credit

16 step investment tax credits for ethanol production
facility based on gallons produced, capped at lesser of
30% of investment of specified dollar amount per step.
Effective after December 31, 2001.

297 Research activities
credit

Increases state tax credit to 20% to match federal credit,
and make the credit refundable.

297 High technology credit Eases requirements to qualify for credit.

2001 36 General income credit $1 per qualified exemption.

221 Research activities
credit

Removes requirement for increasing research.

221 High technology credit Increases maximum credit to $2 million and credit
percentage to 100%.

293 Drought mitigation credit 4% of cost of construction or repair of quailed water
storage facility for farmers and ranchers.

309 School repair and
maintenance credit

10% of fair-market value of repair and maintenance of
public schools by licensed contractors.
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Year Act Tax Credit Tax Credit Description or Modification

2001
3rd SS

10 Hotel construction and
remodeling credit

Increases credit to 10% of costs and makes it
nonrefundable until June 30, 2003.

10 Residential construction
and remodeling credit

4% of cost of new residential construction or remodeling.
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